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[. Introduction

Fhis—TFechnical-information-Release{HR)-explains—a—recentThis Technical Information Release

(TIR) is being issued as a revision and restatement of TIR 10-16. This TIR announces a change
in DOR policy regarding the calculation of the non-income measure by a non-U.S. corporation
subject to tax in Massachusetts that has one or more items of income that is exempt from federal
income tax pursuant to the provisions of a bilateral U.S. income tax treaty (“treaty-exempt
income”). Specifically, this TIR amends sections IV and V with respect to the calculation of the
non-income measure of the corporate excise, consistent with 830 CMR 63.38.1 (“Apportionment
of Income”), as amended in 2014, which provided that any receipts, property or payroll related to
items _excluded from a corporation’s federal gross income are excluded from the computation of
the corporation’s apportionment percentage. 830 CMR 63.38.1(9)(e); see 830 CMR

63.32B.2(7)(f).

Other than the revisions to sections IV and V, this TIR is a restatement of the guidance previously
provided in TIR 10-16. The Commissioner will apply the changes announced in this TIR going
forward and to all open taxable years within the statute of limitations for assessment or
abatement. TIR 10-16 is superseded by this TIR.

TIR 10-16 was issued to explain a statutory change that is set forth in section 125 of chapter 240
of the Acts of 2010 (“the Act”) as made to the Massachusetts combined reporting statute, G.L. c.
63, 8§ 32B, and issues related to this statutory change. That-reecent statutory change applies in
the instance where a “water’'s edge” combined group includes a non-U.S. corporation that has
one or more items of income-that-are-treaty-exempt fromfederal-incometax—pursuantto-the
provisions-of-a-bilateralU-S—income-taxtreaty—Therecentincome. The statutory change, like the

combined reporting statute itself, iswas effective for taxable years beginning on or after January
1,2009. St. 2010, c. 240, § 204.

Section 125 of the Act applies to a non-U.S. corporation that is a member of a combined group,
irrespective as to whether or not such member is individually subject to tax in Massachusetts o
pet-on its income (i.e., whether the corporation is a “taxable_member” or “non-taxable> member”
of the combined group)-, as those terms are defined in 830 CMR 63.32B.2(2)). For purposes of
this TIR, the term “taxable member” means a member subject to tax under M.G.L. ¢. 63 on its
income. The term “non-taxable member” means a member not subject to tax under M.G.L. c. 63
on its income, whether or not that member is subject to the non-income measure of the corporate




excise'. Although section 125 of the Act specifically applies only to non-U.S. corporations that
are included in a “water’'s edge” combined group, this TIR also addresses the similar-situation in
which a non-U.S. corporation is-subject to tax in Massachusetts individually and not as a member
of a combined group_has one or more items of treaty-exempt income.

Il. Background; Massachusetts Combined Reporting Law
a. Combined Reporting Requirement

The Massachusetts combined reporting statute is set forth at G.L. c. 63, § 32B. A Massachusetts
combined report is generally required when a corporation that is taxable in Massachusetts is
engaged in a unitary business with one or more other corporations, whether or not those other
corporations are similarly subject to Massachusetts tax.2 Pursuant to § 32B one or more taxable
members of a combined group may elect to determine their apportioned share of the taxable net
income or loss of the combined group on a worldwide basis. G.L. c. 63, § 32B(c)(3). If the
taxable members of the combined group do not make this worldwide election, the taxable group
members must determine their apportioned share of the combined group’s taxable net income or
loss on a “water’'s edge” basis. Id. General Laws chapter 63, section 32B(c)(3) explains the
mechanics of making a worldwide election. Id. Further rules concerning the worldwide and
water’'s edge combined group filings, including rules that explain the determination of the
combined group’s taxable income in these respective situations, are set forth in the state’s
combined reporting regulation, 830 CMR 63.32B.2.3

b. Members to be Included in the Water’s Edge Combined Group

The state’s combined reporting regulation provides, with respect to the determination of the
“water’s edge” combined group, that:

If the taxable members of a combined group do not make a worldwide election, each
member shall determine its share of the aggregate taxable net income or loss of the
combined group on a water's edge basis under which each member shall take into
account the income and apportionment information of the taxable members of the group
and of those non-taxable members of the group that are described in any one or more of
830 CMR 63.32B.2(5)(b)1.a. through c.

830 CMR 63.32B.2(5)(b)1. The non-taxable corporations that are to be included in a water’s
edge combined group as referenced at 830 CMR 63.32B.2(5)(b)1.a. through c. are the
corporations referenced at G.L. c. 63, § 32B(c)(3)(i) to (iii), as follows:

In contrast, the phrase “not subject to tax under M.G.L. c. 63" is used when referring to a corporation that
is not subject to either the income measure or non-income measure of the corporate excise.

2 Note, however, that Massachusetts security corporations, non-profit corporations and certain insurance
companies, even if engaged in such unitary business, are not included in a Massachusetts combined report.
See 830 CMR 63.32B.2(4).

% In some cases, the taxable members of the combined group may choose to make an affiliated group
election, in which case the “water's edge” combined group will be the “affiliated group” as determined
pursuant to such election. See generally 830 CMR 63.32B.2(10). The analysis in this TIR also applies in
such cases.



(i) any member incorporated in the United States or formed under the laws of the United
States, any state, the District of Columbia, or any territory or possession of the United
States;

(i) any member, regardless of the place incorporated or formed, if the average of its
property, payroll, and sales factors within the United States is 20 per cent or more;

(iii) any member that earns more than 20 per cent of its income, directly or indirectly, from
intangible property or service-related activities the costs of which generally are deductible
for federal income tax purposes, whether currently or over a period of time, against the
business income of other members of the group, but only to the extent of that income and
the apportionment factors related thereto.

G.L. c. 63, § 32B(c)(3)(i) to (iii); 830 CMR 63.32B.2(5)(b)1.a.-C.

bc.Income to be Included in the_Water’s Edge Combined Group’s Taxable

Income

The combined reporting regulation provides that, in the context of a water's edge combined
group, “the income to be included in the total income of the combined group shall be the taxable
net income for the corporation frmember}-as determined under M.G.L. c. 63, subject to any
further adjustments as required by 830 CMR 63.32B.2.” 830 CMR 63.32B.2(6)(c)2.a(i). That
regulation further provides that:

In general, the taxable net income of a corporation as determined under M.G.L. c. 63, is
gross income as defined under the Code, with certain Massachusetts adjustments, less
the deductions (with certain Massachusetts adjustments) but not the credits that are
allowable under the Code. See, e.g., M.G.L. c. 63, 8§ 30.4, 38(a) (which determine
Massachusetts net income and then taxable net income for general business
corporations by beginning with federal “gross income” as described in M.G.L. c. 63, §
30.3).

Id. In addition, the combined reporting regulation states that:

The definition of federal gross income that is used as the starting point in determining
taxable net income under M.G.L. c. 63 generally ... includes in the case of a corporation
that is not incorporated in the United States and not treated as a U.S. corporation under
the Code, only (1) gross income that is effectively connected with the conduct of a trade
or business within the U.S. (“effectively connected income”) and (2) gross income that is
derived from sources within the U.S. and that is not effectively connected income, which
would include among other things items of non-effectively connected income on which
the U.S. federal income tax may be collected through withholding imposed on the payers
of such items. See Code § 882(b); see also Code 88 881(a), 882(a). Therefore, any
income that is effectively connected income as well as any non-effectively connected
income that is U.S. source income are generally included in the determination of the
taxable net income of a combined group member that is not incorporated in the United
States and not treated as a U.S. corporation under the Code, whereas income that is
neither U.S. source income nor effectively connected income is generally excluded from
the determination of taxable net income of such member.



| ed. Effect of Bilateral U.S. Income Tax Treaty

The combined reporting regulation also explains the effect of a U.S. bilateral income tax treaty
that applies to one or more items of income of a combined group member in the context of the
determination of the combined group’s taxable income. The regulation states that:

The U.S. source income and the effectively connected income of a member to be
included in the total income of the combined group shall not be reduced on account of
any U.S. bilateral income tax treaty, except to the extent, if any, that such treaty results in
the exclusion of an item from such member’s federal gross income as determined under
the Code and thereby decreases the member’s taxable net income as determined under
M.G.L. c. 63.

16830 CMR 63.32B.2(6)(c)2.a(i). This regulatory treaty—provision is further exphicatedclarified
by rewly-enacted-Section 125 of the Act, as further-discussed below.

| 11l. Recent-Statutory Amendment;-Biscussion

| a. FheRecentOverview of the Statutory Amendment;_Income Exclusion

| Newlhy-enacted-sectionSection 125 of chapter 240 of the Acts of 2010 provides in its entirety as
follows:

Paragraph (3) of subsection (c) of section 32B of said chapter 63, as appearing in the
2008 Official Edition, is hereby amended by adding the following clause:-

(iv) an item of income of a corporation that is organized outside of the United States shall
not be included in the combined group’s taxable income to the extent that such item is
exempt from United States federal income tax by virtue of a federal income tax treaty.
Any items of expense and apportionment factors related to such item of exempt income
shall be excluded in the determination of taxable net income or loss to the extent
provided in regulations issued by the commissioner. However, any such item of exempt
income shall be taken into account to determine whether the corporation is included in
the water’s edge group under clause (ii) or (iii). If a corporation organized outside of the
United States is included in a water’s edge combined group and has an item of income
that is exempt from United States federal income tax by virtue of a federal tax treaty, the
corporation shall be considered to be included in the combined group under that clause
only with regard to any items of income described in that clause that are not so exempt,
taking into account items of expense and apportionment factors associated with such
items of non-exempt income to the extent provided by regulations issued by the
commissioner. Nothing in this clause shall prevent the commissioner from adjusting,
under sections 31I, 31J, 31K or 39A of this chapter, section 3A of chapter 62C, or any
other provision of law, any deduction claimed by the payer for amounts that are excluded
from the combined group’s taxable income under this clause. The commissioner may
require the reporting of the amounts of such excluded income and the documentation of
any claimed treaty exemption as conditions to be met by a payer claiming a deduction of
such payments.

St. 2010, c. 240, § 125.




1—lncome-exclusion

As noted above, the Act amends G.L. c. 63, § 32B(c)(3) by adding new clause (iv};) which states,
inter alia, that where a combined group determines its taxable net income or loss on a water’s
edge basis; “an item of income of a corporation that is organized outside of the United States
shall not be included in the combined group’s taxable income to the extent that such item is
exempt from United States federal income tax by virtue of a federal income tax treaty.” St. 2010,
c. 240, § 125. Pursuant to this rewhy-enacted-provision, such-exempt items of income of such
non-U.S. corporations that are members of a water’s edge combined group are excluded from the
combined group’s taxable income.4 An—exampleThis exclusion applies to any non-U.S.
corporation that is a member of the group, whether because such member is taxable in
Massachusetts or because such member is included by reason of G.L. c. 63, § 32B(c)(3)(ii) or

Examples of such excluded income can-includeare:

() _an item of interest or royalty income of a non-U.S. corporation that is U.S. source
income where the applicable treaty states that such income may only be taxed by the

corporation’s resident country—Alse—an—example—of-such—excluded—income—can
include-; and

(i) an item of income of a non-U.S. corporation that is U-S—effectively connected
ineomewith the conduct of a U.S. trade or business under the U.S. Internal Revenue
Code_(Code) where the applicable treaty results in an exemption of such income
because the non-U.S. corporation does not carry on business through a permanent
establishment in the U.S.

b%Fease#ef—G—L—c—é%%é’.zB{e)@}(H)—e%e—aWHowever in any case in which the

U.S. treaty merely reduces the federal rate of tax to be applied to an item of federal gross income
of the non-U.S. corporation in the context of a water's edge combined group filing—_(e.g., by
reducing the federal rate of tax to be applied to the non-U.S. corporation’s royalty or interest
income;—Say from 30% to 15%;%) this item of income is not exempt from federal income tax

within the meaning of G.L. c. 63, § 32B(c)(3) and therefore must be included in the combined
group’s taxable income without any reduction.

_ lLeati : :

* Note that for such income to be exempt from federal income tax it must be the case that both the treaty
expresses an intention to exempt such income from federal income tax and that such exemption is
otherwise recognized under the Internal Revenue Code and other federal law. See generally IRC §
894(a)(1) {stating-that“(“The provisions of this title shall be applied to any taxpayer with due regard to any
treaty obligation of the United States which applies to such taxpayer”) (emphasis added)).



Newly-enactedMoreover, G.L. c¢. 63, § 32B(c)(3)(iv}—supra;) explains the implications of the

exclusion of an item of income of a non-U.S. corporation from the combined group’s taxable
mcome by reason of the application of a bllateral U.S. income tax treaty, mcludmg—the

(a)-Determinationl) the threshold determination as to a-Group-Member’s-Inclusion
Newly-enacted-G-L—6—63,-5-32B{c)}3)}iv)-has—no—impact—on—whether a non-U.S.

corporation that has such an item of income but is not subject to tax under M.G.L. c. 63 is to
be included in athe water’'s edge combined group;

(2) the exclusion of expenses that are related to the treaty-exempt income and the effect of the
income_exclusion on the calculation of the apportionment percentage to be applied by the
taxable members of the water’s edge combined group; and

(3) the possibility of an expense “add back” or other state tax adjustment.-

b. Determination as to Non-U.S. Corporation’s Inclusion in a Combined Group

A non-U.S. corporation is to be ecluded—npart of a combined group when the statutory
requirements for inclusion are otherwise-met, irecludingnamely the factrequirement that the
non-U.S. corporation iSbe engaged in a unitary business with one or more other group members,
and that the non-U.S. corporation is-either be taxable in Massachusetts or-meets, if not taxable in
Massachusetts, meet the requirements of G.L. c. 63, § 32B(c)(3)(ii) or (iii). ~-Those latter-two
statutory-sections—reguireclauses provide that a non-U.S corporation that is not taxable—in
Massachusettssubject to tax under M.G.L. c. 63 is to be included in a combined group when its
average U.S. apportionment formula consisting of property, payroll and sales exceeds a certain
percentage threshold5 or when the corporation derives a certain percentage of its income from

transactions with affiliates where certain other specific requirements are also satisfied.6 See 830
CMR 63.32B.2(5)(c).

®G.L.c. 63,8 32B(c)(3)(ii) applies to a-ren-taxable member “regardless of the place of incorporation or
formatlon if the average of its property, payroll and sales factors is 20% or more.”

®G.L c. 63,8 32B(c)(3)(iii) applies to a-nen-taxable member “that earns more than 20% of its income,
directly or indirectly, from intangible property or service-related activities, the costs of which generally are
deductible for federal income tax purposes, whether currently or over a period of time, against the business
income of other members of the group, but only to the extent of that income and the apportionment factors
related thereto.”



For purposes of determining whether a non-taxable-nen-U.S. corporation that is not subject to
tax under M.G.L. c. 63 is to be included in a water’s edge combined group pursuant to either-of

these—two-statutory—tnclusions;G.L. c. 63, § 32B(c)(3)(ii) or (i), G.L. c. 63, § 32B(c)(3)(iv)

provides that any item of income that is to be excluded from the combined group’s taxable

income purstant-to-G-L—€-63,8-32B(e)}3){iv)—-ebecause such item of income is exempt

from federal income tax pursuant to the provisions of a bilateral U.S. income tax treaty; “shall be

taken into account.” Therefore, anrahyicathy;whether a non-U.S. corporation is first-determined
te-be-included in a water's edge combined group by-—reference-to-its—attributes—includingis

determined without excluding any items of treaty-exempt income. If it is determined that fay-be
exempt from federal income tax pursuant to the terms of a bilateral U.S. income tax
treaty—and-onhy-then—+H-thenon-U.S. corporation is to be included in the combined groups._in that

manner, only then is it determined whether one or more items of such corporation’s income
subject to the treaty are to be included in or excluded from the combined group’s taxable income.

Consequently, inter alia, a non-taxableU.S. corporation that is not subject to tax under M.G.L. c.
63 can be included in a combined group even if all of its income is treaty-exempt from-federal

income-tax-pursuant to-the-terms-of a-bilateral U-S-income tax-treaty.
hy-c. Excluded related—expenses;—apportionmenttmpactRelated Expenses;

Apportionment Impact

| Newly-enacted-G.L. c. 63, § 32B(c)(3)(iv), supra, further states:

...that if a non-U.S. corporation is included in a water's edge combined group and has an
item of income that is exempt from United States federal income tax by virtue of a federal
tax treaty, the corporation shall be considered to be included in the combined group
under that clause only with regard to any items of income described in that clause that
are not so exempt, taking into account items of expense and apportionment factors
associated with such items of non-exempt income to the extent provided by regulations
issued by the commissioner.

Similarly, nRewly-epaeted-G.L. c. 63, § 32B(c)(3)(iv) further states that “Any‘[alny items of
expense and apportionment factors related to such item of exempt income shall be excluded in
the determination of taxable net income or loss to the extent provided in regulations issued by the
commissioner.” St. 2010, c. 240, § 125. The effect of these two provisions is to clarify that where
a non-U.S. corporation is included in a water's edge combined group but has one or more items
of treaty-exempt—treaty income that are to be excluded from the combined group’s taxable
income, the related expense items of the corporation are also to be excluded, and the factor
attributes of the corporation to be used for apportioning the combined group’s taxable income will
also require adjustment. For purposes of making these adjustments, the statutory language
references the Commissioner's combined reporting regulation, which includes provisions that
address the exclusion of items of expense and apportionment attributes where a combined group
member’s related income is to be excluded from the combined group’s taxable income. See 830

| CMR 63.32B.2(5)(b)3; 830 CMR 63.32B.2(6)(c)2.a(i}); and 830 CMR 63.32B.2(7)(f).

| fe)-d. Possibility of Expense Add Back or Other Adjustment

| Newly-enacted-G.L. c. 63, § 32B(c)(3)(iv), supra, further states:



Nothing in this clause shall prevent the commissioner from adjusting, under sections 311,
31J, 31K or 39A of this chapter [i.e., the state’s add back and arm’s length pricing
statutes], section 3A of chapter 62C [i.e., the state’s sham transaction statute], or any
other provision of law, any deduction claimed by the payer for amounts that are excluded
from the combined group’s taxable income under this clause.

St. 2010, c. 240, § 125- (bracketed text added). Consequently, even in the instance of the
application of G.L. c. 63, § 32B(c)(3)(iv), (i.e., where income is excluded from the combined
group’s taxable income by reason of the application of a bilateral U.S. income tax treaty;), the
Commissioner may potentially make an adjustment with respect to such income or with respect to
the underlying transactiontransactions pursuant to the referenced provisions in chapter 62C and
chapter 63.

IV. Income and Non-Income Measure Tax Filings in the Instance of a
Taxable or Non-Taxable Combined Group Member

a. Income Measure—Exeise; Taxable or Non-Taxable Combined Group
Members

A water’s edge combined group that elaims-thatitincludes a member that has one or more items
of exempt-treaty-exempt income that are to be excluded from the combined group’s taxable
income must complete a schedule stating-this-claim-and-ineludeproviding the information related
to this elaimexclusion as part of the group’s combined report, as required by the Commissioner,
even if such member has no other income that is to be included in the combined group’s taxable
income.7 With respect to this requirement, newly-enacted-G.L. c. 63, § 32B(c)(3)(iv), supra,
states that “Fhe“[tlhe commissioner may require the reporting of the amounts of such excluded
[treaty-exempt] income and the documentation of any claimed treaty exemption as conditions to
be met by a payer claiming a deduction of such payments.”

Consequently, in any instance in which a combined group that elaims-that-it-includes a member
with exempt-treaty-exempt income does not properly file the required disclosure schedule, the
Commissioner may:

(1) require the inclusion of such income in the group’s combined report,

(2) and may also deny an expense deduction to one or more members of the combined

group as to the corresponding payments that resulted in such income, and-alse-may-make
| b adi Il .

"In any case in which the combined group’s taxable year begins on or after January 1, 2010, the schedule
on which to make this claim is Schedule U-TTP.



(3) make any other such adjustments as would be appropriate.

b. Non-Income Measure—Exeise; Taxable or NonTaxable Combined Group
Members

A taxable member of a combined group is required to file a tax return reporting its non-income

measure tax—Freturh-on a separate entity basis th—addition-to-filingan-ihcome-measure-tax

return-as part of the combined group’s combined report. For purposes of such-hon-income
measure-tax return, the taxable corporation’s apportionment percentage is to be determined on a

separate entity basis. See, e.g., 830 CMR 63.32B. 2(6)(b)3 S}gnmeamly—fepp{#pesesﬁi

)@s—aeﬂ—meeme—meas&re—exelse)—slmnarly, a non- taxable member 0 comblned group may
also be required to file a tax return reporting its non-income measure of the corporate excise and
determine its _apportionment percentage on _a separate entity basis as part of the combined

group’s combined report. 830 CMR 63.32B.2(2).

Following the rules that apply to the calculation of the income measure, a taxable or non-taxable
combined group member will exclude in the determination of its apportionment percentage to be
applied for non-income measure purposes any of its property, payroll and receipts that are that
are attributable to the treaty-exempt income.

c. Examples

The rules set forth in section 1V.a and IV.b, supra, are further explained by the examples set forth
below.

Example 1.



Corporation X, a non-U.S, corporation, licenses trademarks to Corporation Y, an affiliated
corporation, and to other non-affiliate corporations, for use in Massachusetts and in other states
in connection with the sale of branded products at stores owned or leased in Massachusetts by
Corporation Y and such other non-affiliate corporations. By reason of such activities X has nexus
with Massachusetts pursuant to DD 96-2. Further, X and Y are related through common
ownership and are engaged in a unitary business that is conducted by only X and Y. Therefore,
X and Y are required to file a Massachusetts combined report, which they will file on a water’s
edge basis.

Assume that X’s royalty income from its licensing activity is exempt from federal income tax
pursuant to the provisions of a bilateral U.S. income tax treaty and that such federal income tax
treatment is consistent with the internal-Revenue-Code and federal law generally. Therefore, for
purposes of filing the XY combined report, X’s royalty income and any expenses related to this
income are to be excluded from the combined group’s taxable income. See 830 CMR
63.32B.2(6)(c)2.a(i). Further, for purposes of filing this combined report, the property, payroll and
receipts of X that relate to such exempt income are also excluded from the combined group’s
income apportionment computation, in particular from the numerator of X and the denominator of
both X and Y. See 830 CMR 63.32B.2(7)(f). As part of the combined report, a schedule must be
properly completed on behalf of X in the manner required by the Commissioner stating that the
combined-group-is-claiming-that-X received an item of income that is exempt from federal income
tax pursuant to the provisions of a bilateral U.S. income tax treaty and otherwise providing such
information as required by the Commissioner. If such schedule is not properly filed, the
Commissioner may deny any expense deductions claimed by Y in connection with its royalty
payments to X and make any other appropriate adjustments.

Because X has nexus with Massachusetts, it must also file a non-income measure tax return on a
separate entity basis. For purposes of completing that latter—separate entity tax return X’s
property, payroll and recelpts that were excluded from the determination of the combined group s

also be excluded from X S non-income measure apportlonment percentaqe

It is assumed for purposes of this example that the royalty expense paid by Y to X is not subject
to the provisions of G.L. c. 63, § 31l or § 39A, and that the transaction is not questioned by the
Commissioner pursuant to G.L. c. 62C, § 3A or otherwise under Massachusetts law.

Note that if the royalty income of X were merely subject to a reduced rate of tax by reason of the
application of the provisions of the U.S. treaty, rather than being exempt from federal income tax
by reason of the provisions of such treaty, such income and any related expenses would be
included in full in the combined group’s taxable income_and any property, payroll and receipts of
X that relate to such income would be taken into account in determining the combined group’s

Note that the numerator of the apportlonment formula as applled by a taxable corporatlon that is subject to

combined reporting can_differ because of other adjustments that are only required in the context of
combined reporting, such as the inclusion of “Finnegan” sales, see 830 CMR 63.32B.2(7)(b), or the
elimination of, or other adjustments with respect to, intercompany transactions, see 830 CMR
63.32B.2(7)(q), as these adjustments are not made in the context of the non-income measure.
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income measure apportionment percentage _and X’s non-income measure apportionment
percentage.

Example 2.

Corporation X, a non-U.S, corporation, licenses trademarks to Corporation Y, an affiliated
corporation, and to other non-affiliate corporations, for use in states other than Massachusetts in
connection with the sale of branded products at stores owned or leased in those states (i.e., none
of the licensees owns or leases stores in Massachusetts or makes sales in Massachusetts using
the trademarks). Y has nexus with Massachusetts, but X does not. Further, X and Y are related
through common ownership and are engaged in a unitary business that is conducted by only X
and Y. Also, X is to be included in a water's edge combined group pursuant to 830 CMR
63.32B.2(5)(b)1.b. Therefore, X and Y are required to file a Massachusetts combined report,
which they will file on a water’s edge basis.

Assume that X’s royalty income from its licensing activity is exempt from federal income tax
pursuant to the provisions of a bilateral U.S. income tax treaty and that such federal income tax
treatment is consistent with the laternal-Revende-Code and federal law generally. Therefore,
for purposes of filing the XY combined report, X’s royalty income and any expenses related to this
income are to be excluded from the combined group’s taxable income. See 830 CMR
63.32B.2(6)(c)2.a(i). Further, for purposes of filing this combined report, the property, payroll and
receipts of X that relate to such exempt income are also excluded from the combined group’s
income apportionment computation, in particular from the denominator of Y, the only taxable
member of the combined group. See 830 CMR 63.32B.2(7)(f). As part of the combined report, a
schedule must be properly completed on behalf of X in the manner required by the Commissioner
stating the combined group is claiming that X received an item of income that is exempt from
federal income tax pursuant to the provisions of a bilateral U.S. income tax treaty and otherwise
providing such information as required by the Commissioner. If such schedule is not properly
filed, the Commissioner may deny any deductions claimed by Y in connection with its royalty
payments to X and may make any other appropriate adjustments.

Because X does not have nexus with Massachusetts it is not required to file a non-income
measure tax return on a separate entity basis. It is assumed for purposes of this example that
the royalty expense paid by Y to X is not subject to the provisions of G.L. c. 63, § 311 or § 39A
and that the transaction is not questioned by the Commissioner pursuant to G.L. c. 62C, § 3A or
otherwise under Massachusetts law.

Note that if the royalty income of X Wefrewas merely subject to a reduced rate of tax by reason of
the application of the provisions of the U.S. treaty, rather than being exempt from federal income
tax by reason of the provisions of such treaty, such income and any related expenses would be
included in full in the combined group’s taxable income, and any property, payroll and receipts of
X that relate to such income would be taken into account in determining the combined group’s
income apportionment formula.

V. Income and Non-Income Measure Tax Filings in the Instance of a
Taxable Corporation thatThat is Not Included in a Combined Group

A corporation that is subject to tax in Massachusetts that is not a member of a combined group is
responsible for both an income and non-income measure tax filing—which—are—both—to—be
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completed-on-a-separate-entity-basis.10 While there is no statutory provision that addresses the
treatment of an item of income-that-is-treaty-exempt from-federal-income-tax—pursuant-to-the

provisions-of a-bilateralU.S-income-tax-treatyincome in the instance of a corporation that is not a
member of a combined group, the Commissioner will-exercise-her-discretion-to-treattreats the

provisions of newly-enacted-G.L. c. 63, § 32B(c)(3)(iv) as also generally applying in such latter
instances-for-income-measure-purpeses. Therefore, in any case in which a corporate taxpayer
that is organized outside the United States and that is not a member of a combined group has an
item of income-that-is-treaty-exempt from-federal-income-tax—pursuant-to-theprovisiens—of-a
bilateral- U.S—income-tax-treatyincome, the taxpayer may treatexclude that income as-exeluded
from the-corporation’sits Massachusetts taxable income-cemputation—However—a. A corporation

that excludes such an item of income from its Massachusetts taxable income-computation must
also, for conS|stency purposes, exclude any expenses that relate to that item of+neem&and—alse

income.11 In addition, a taxable corporation that excludes an item of income from its
Massachusetts income computation because that item of income is treaty-exempt from-federal

income tax-pursuant-to-theprovisions-of a-bilateral U-S—income-tax-treaty-must-alse disclose this

exclusion of income in such manner as may be required by the Commissioner.

ConverselyMoreover, when determining its apportionment formula for purposes of both the
income and non-income measure components of the corporate excise, the taxable corporation

must irelude-in-the-determination-of-its-appoertionment-formula-exclude any property, payroll
and receipts that H-excludes from-the computation-of Hs-income measure-excise, as-such
factor—attributes—are-hot-relate to excluded for-purpeses—of-determiningthe-ecorporation’s
Ften-treaty exemgt |ncome—measu¥94h|s—appememqqent—ealeu4atten—must—then—be

Example 3.

% The form to be filed to report both the income and non-income measure components of the corporate
exmse in such cases is typically Form 355 or 355S.

"The exclusion of expenses and factor attributes must be consistent with the analysis set forth in 830 CMR

63.32B.2(6)(c)2.a(i) and 830 CMR 63.32B.2(7)(f), even though the corporation in question will not be filing
as a member of a combined group. Assuming that the transaction that results in the excluded item of treaty
income is with an affiliated corporation, the transaction could also result in an adjustment pursuant to G.L. c.
63, §8 311-31K or § 39A or be questioned by the Commissioner pursuant to G.L. ¢c. 62C, § 3A or otherwise
under Massachusetts law.
12 Note that there are instances where receipts that are not taken into consideration in determining a sales
factor for a taxpayer for income measure purposes will nonetheless be considered for purposes of
determining the taxpayer’s sales factor for non-income measure purposes. For example, a corporation that
is_engaged in_making sales of tangible personal property in Massachusetts and that is exempt from the
requirement of filing an income measure corporate excise return with the state pursuant to the provisions of
Public Law 86-272 is nonetheless required to file a non-income measure corporate excise return. G.L. 63, 8
39, as amended by St. 2008, c. 173, 8§ 84; see also TIR 08-11. In these cases, the corporation’s
Massachusetts receipts that are not considered for purposes of the determination of the income measure
are nonetheless considered in determining the corporation’s non-income measure.

12



Corporation X, a non-U.S. corporation, licenses trademarks to non-affiliated corporations for use
in Massachusetts and in other states in connection with the sale of branded products at stores
owned or leased in Massachusetts by such other non-affiliated corporations. By reason of such
activities X has nexus with Massachusetts pursuant to DD 96-2. Further, Corporation X is not
affiliated with any other corporations and therefore is not required to file a tax return as a member
of a Massachusetts combined group.

Assume that X’s royalty income from its licensing activity is exempt from federal income tax
pursuant to the provisions of a bilateral U.S. income tax treaty and that such federal income tax

treatment is consistent with the Haternal-Revenue-Code and federal law generally. Therefore,
for purposes of filing its separate entity tax return, X’s royalty income sand any related expenses

are excluded from its taxable mcome—measwie—exelse—eempb!{aﬂen Further, feeeensrsteney
measelceueempu{anenend—nsxS property, payroII and rece|pts that relate to th|s income must

be excluded from X's iheemme—apportionment eomputationformula for purposes of both the
income _and non-income measure components of the corporate excise. See 830 CMR

63.32B.2(6)(c)2.a(i); 830 CMR 63.32B.2(7)(f).

Note also that if the royalty income of X WeFewas merely subject to a reduced rate of tax by
reason of the application of the provisions of the U.S. treaty, rather than being exempt from
federal income tax by reason of the provisions of such treaty, such income and any related

expenses would be included in full in its income for purposes of its income measure exeise
determination.™ determination, and any property, payroll and receipts of X that relate to such
income would be taken into account in determining X’s apportionment formula for purposes of
both the income and non-income components of the corporate excise.

WORKING DRAFT FOR PRACTITIONER COMMENT - 6/22/17

13



